| N THE UNI TED STATES BANKRUPTCY COURT
FOR THE SOUTHERN DI STRICT OF | LLINO S

| N RE: I n Proceedi ngs
Under Chapter 7
Susan El ai ne Tayl or

Case No. 96-40240
Debtor(s).
Bant erra Bank
Plaintiff(s),
Adversary No. 96-4084
V.
Subway Equi pnent Leasi ng Corp.

Def endant (' s).

OPI1 NI ON
This matter is before the Court on cross-notions for sunmary
j udgnent on Banterra Bank’s Conpl ai nt to Determ ne Extent, Validity, and
Priority of Liens. The issue beforethe Court i s whether an agr eenent
bet ween t he debtor and the defendant constitutes a “true | ease” or
whether it is, infact, adisqguisedsecurity agreenent pursuant to 8§ 1-
201(37) of the Illinois Uniform Commercial Code.
EACTS
The debtor in this case, Susan El ai ne Tayl or, owned several Subway
Sandwi ch Shops insouthernlllinois. |In August 1993, she enteredinto an
agreenent with the defendant, Subway Equi pment Leasi ng Cor poration
(“Subway”), to “l ease” equi pment val ued at $26, 009. 75 f or her rest aur ant
inHerrin, Illinois. Pursuant totheterns of the agreenent, debtor, in
addi tion to maki ng a security deposit of $2,500, was required to nmake
nont hly payments of $702.27 for a term of 60 nonths.

Al t hough Subway reserved theright totermnate the contract inthe
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event of default, there was no provisionthat expressly allowedthe
debtor toterm nate the agreenent. The only way t he debt or coul d be free
of the obligations of the “l ease” prior toexpiration of the sixty nonth
termwas to purchase the equi pnent. Attached to the agreenent was a
“buyout cal cul ati on schedul e” whi ch i ndi cat ed t he buyout option price for
t he equi pment after each nonth of the | ease. According to that schedul e,
at the expirationof sixty nonths, the debtor had t he opti on to purchase
t he equi prent for $2,600.97.' The contract specifically providedthat
t he debtor was entitled only to the excl usive use of the property and
that titleto the equi pment woul d remai nin Subway unl ess and until the
debt or exercised the purchase option. Subway Lease, | 16.

On February 7, 1994, the debtor executed a prom ssory note and
security agreenent in favor of the plaintiff, Banterra Bank (“Banterra”).
I n connection with that transaction, the debtor granted Banterra a
security interest inthe equi pnment that was t he subj ect of t he Subway
agreenment. At this time, the debtor had not exerci sed her optionto
pur chase t he equi pnent fromSubway. Banterra subsequently filed a UCC 1
financing statenent withthelllinois Secretary of State evidencingits
security interest.

On February 28, 1996, the debtor filed for Chapter 7 bankruptcy
protection. Banterrathen filedthis adversary proceedi ng to deterni ne
thevalidity and priority of itslien. The parties agreed to havethe
subj ect equi pnent sol d and t he proceeds placedinthe Court registry
pendi ng the resolution of this adversary. It is undisputed that the

equi pment was sold to a third party for $14, 058. 47.

The contract provided that Ms. Taylor could apply her security deposit againgt this amount o, at
the conclusion of the “lease,” she could own the equipment by paying an additiona $100.97.
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Bant erra argues t hat the contract between t he debt or and Subway i s
not a“truelease,” but is, rather, a security agreenent subject to UCC
filing requirenments. The Bank mai nt ai ns t hat because Subway failedto
filea UCCTfinancing statenment perfectingitsinterest inthe equipnent,?
itslienis superior tothat of Subway’s and, therefore, it isentitled
to recover the proceeds of the sale. Subway, onthe other hand, argues
that its agreement with the debtor is, in fact, a |lease which was
vi ol at ed by t he debt or when she granted t he Bank a security interest in
t he equi pent. Subway mai ntai ns that t he debtor actual | y had no owner shi p
interest inthe property togiveto Banterra and that the Bank’s |ien,

therefore, is void.

DI SCUSSI ON

It iswell established that the existence, nature, and extent of a

security interest inpropertyiscontrolledbystatelaw |nre Powers,

983 F.2d 88 (7th Cir. 1993); Inre Meeks, BK No. 95-40734 (Bankr. S.D.

I1l. Dec. 15, 1995). The standard for determ ni ng whet her a transaction
constitutes a “true |l ease” or a security agreenent is set forthin

Section 1-201(37) of thelllinois UniformConmercial Code. Pursuant to

t hat provision,

[w] het her a transaction creates a |lease or asecurity
interest is determ ned by the facts of each case; however, a
transaction creates a security interest if the consideration
thel esseeistopay thelessor for theright to possession
and use of the goods is an obligation for the termof the
| ease not subject to term nation by the | essee; and

* * %

The agreement between the debtor and Subway authorized Subway to file afinancing statement if it
wished to do s0. Paragraph 17 of that contract specifically states: “It is understood between the
Lessor and the Lessee that this agreement is regarded by them as atrue lease and not a contract for
security[,] and the reservation by the Lessor of the right to file a financing Satement is solely for the
purpose of alowing it to maintain on record anctice of itsright in the equipment.” Subway Lease a
117.
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(d) the | essee has an optionto becone the owner
of the goods for no additional consi deration or
nom nal additional consi deration upon conpliance
with the | ease agreenent.

810 ILCS 5/1-201(37) (enphasis added).
| n any anal ysi s under 8 1-201(37), theintent of the partiesis no
| onger the primary consideration.® Rather, the focusis onthe “econonic

realities” of the transaction. Meeks at 4; Inre Lerch, 147 B. R 455, 460

(Bankr. C.D. IIl. 1992); WIliamD. Hawkl and et al, Article 9: Secured

Transactions; Sal es of Accounts, Contract R ghts and Chattel Paper § 9-

102: 04 (1996). Under this approach, theleasew || be construed as a
securityinterest asamtter of lawif the debtor cannot term nate the

| ease and one of the enunerated requirenents is satisfied. Lerch at 460.

| f the Court determ nes that the transactionis not a di sguised security
agreenment per se, it nust then | ook at the specific facts of the caseto
det er mi ne whet her the “econom cs of the transacti on” suggest such a

result. Id.; Meeks at 4.

I n det er mi ni ng whet her the transactioninthis caseis asecurity
agreenent as amatter of law, thefirst i ssue the Court nust address is

whet her t he agreenment i s subject toterm nation by the debtor/| essee.

3Section 1-201(37) was amended effective January 1, 1992. The previous version of the statute
required that the agreement be andyzed in light of the parties intent. It stated, in pertinent part:

Whether alease isintended as security isto be determined by the facts of each case;
however, (8) the inclusion of an option to purchase does not of itself make the lease one
intended for security, and (b) an agreement that upon compliance with the terms of the
lease the lessee shall become or has the option to become the owner of the property for
no additiona consderation or for anomina congderation does not make the lease one
intended for security.

Ill. Rev. Stat. ch. 26, 1 1-201(37). Under the prior codification, the courts adopted numerous
subjective tests to discern the parties’ actud intent. However, because leases and security agreements
can sometimes share common characteristics, these “tests’ often produced unrdliable and incons stent
results. For this reason, the section was amended to provide a more objective standard for
distinguishing between the two types of transactions. See J White & R. Summers, Uniform
Commercia Code, § 30-3(b) (4th ed. 1995).
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Wi | e t he def endant adm ts that t he agreenent does not expressly provide
the debtor wththeright toterm nate the agreenent, it mai ntains that
the nont hly “buyout” provisions inthecontract are the equival ent of an
option to term nate and should be construed as such. The Court
di sagr ees.

The Seventh G rcuit has i ssued t wo opi ni ons whi ch di scuss a | essee’s

right toterm nate al ease under § 1-201(37). Inln re Marhoef er Packi ng

0., Inc., 674 F. 2d 1139 (7th G r. 1982), the | essee entered into a four-

year | ease of equi pnent. The agreenent provi ded that at the end of the
| ease term the |l essee couldeither termnate the contract and returnthe
property with no further obligation, purchase the equipnent for a
substantial sum or renewthe contract for an addi ti onal four-year term
If the |l essee chosetorenewthe |l ease, it was then giventhe optionto
purchase t he equi pnent for one dol |l ar at the concl usion of theterm The
court, in explaining why theMarhoefer transacti on was not a security
agreenent as a matter of |aw, stated:

In our view, the conclusive presunption provided under

[ section 1-201(37)] applies only where the option to purchase

for nom nal consi deration necessarily ari ses upon conpliance

withthelease (citationomtted). It does not apply where

the |l essee hastheright toterm nate the | ease bef ore t hat

optionarises withnofurther obligationto continue payi ng
rent.

Id. at 1142-43 (enphasi s added).*

“ In support of its reasoning, the Marhoefer court quoted:

Itis. .. essentid in order to make aconditiond sale. . . that the buyer
should be bound to take title of the property, or at least to pay the price
for it. Therefore, alease which provides for acertain rent in
indalments is not a conditiona sde if the buyer can terminate the
transaction at any time by returning the property . . . .

Id. at 1143 (quating S. Williston, The Law Governing Sales of Goods at Common Law and Under the
Uniform Sdes Act 8 336, p. 528 (1909)) (emphasis added).
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Simlarly, inPowers v. Roycelnc., 983 F.2d 88 (7th Cr. 1993), the

Seventh Gircuit found that the agreenent i n questionwas a “true | ease,”
even though it contai ned an option to purchase t he goods for nom nal
consi deration at the end of the |l easeterm becauseit allowed the | essee
toterm nate the agreenent after theinitial twd- week rental period
wi t hout any further obligation. In conparingtheleases inMrhoefer and
Powers, the court noted that

t he Mar hoef er contract resenbl e[ d] the Royce Agreenents i n one
critical respect: under both agreenents, the | essee was under
no obligationto make the install nment paynents that woul d
ultimately all owthe | essee to exercise or refuse the option
to own the goods. . . . In other words,[in the Marhoefer
contract], because the | essee couldterm nate the | ease at any
tinme, the presence of an option to acquire the goods for a
nom nal price did not convert the | eases into install nment
sal es. The sane concl usi on applies tothe Royce Agreenents:
even t hough t he | essee [ coul d] acquire t he goods at t he end of
the | ease’s term the | essee [was] under no obligation to make
the paynents that [would] allow himto exercise the option.

Powers, 983 F. 2d at 91 (enphasi s added). See al so TKO Equi pnent Co. V.

C&GCoal Co., 863 F.2d 541, 543 (7th Cir. 1988) (|l ease foundto be a

“true |l ease,” even though it contai ned a buyout option, where | essee
coul d have returned the goods w thout obligation).

Reasoning fromthese decisions, it follows that an option to
termnate a |lease differs from a buyout option in that, under a
term nation clause, alesseeis free to cease performance under the
contract without incurring further obligation. Inthis case, thelease
did not provide the debtor with the opportunity to term nate the
agreenent at any tine. Rather, in order to be released fromthis
agreenent, the debtor was required to purchase the property pursuant to
t he defendant’s buyout schedule. She could not sinply return the
equi pnent to the defendant and wal k away. The | ease here was not

subj ect toterm nation by the debtor and, therefore, satisfies thefirst
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criterion for finding a security agreement under § 1-201(37).

The Court nust now address the second criterion, whichis whether
t he optionto purchase the equi pnent at the end of the | ease constituted
nom nal consideration. Unfortunately, thereis no“bright Iine” test for
determ ni ng “nom nal” consi deration. Sone courts have eval uated the
nom nal ity of an option price by conparingit tothetotal rent to be

pai d. National Equip. Rental Ltd. v. Priority Electronics Corp., 435 F.

Supp. 236, 238-239 (E.D.N. Y 1977). Still others have conpared t he option

pricetothe original cost of the equi pnent. Percival Constr. Co. V.

MIler &M Il er Auctioneers, 532 F.2d 166, 171 (10th G r. 1976).° The
standard for determning nomnality inthe Seventh G rcuit was announced
in Marhoefer where the Court held:

[I]n determ ni ng whet her an option price is nomnal, the
proper figuretoconpareit withis not the actual fair market
val ue of the | eased goods at the tinme the option arises, but
their fair market val ue at that tinme as antici pated by the
parties when the | ease is signed.

Mar hoefer, 674 F. 2d at 1144-1145. See alsolnre Triple BGO |1 Producers,

Inc., 75 B.R 461 (Bankr. S.D. Ill. 1987).

The parties here have stipul ated that the equi pnent was worth
$26,009. 75 at the tine the | ease was si gned. Further, there was evi dence
at the hearing on summary judgnment indicatingthat the projectedfair
mar ket val ue of the equi pment after 60 nonths would be fifty-percent

(50% of its original value, or $13,004.88. Gl bert Stern Aff., Supp. to

*The court in Percival Condtruction adopted a “ percentage test” asits guide for determining
nomindity. There, the court held that an option price that was less than 25% of the property’s origind
vaue condituted nominal consderation. 532 F.2d at 171. Similarly, White and Summers take the
position that payment of less than 50% of the predicted fair market value of the equipment should be
consdered nomind. 4 J. White & R. Summers, Uniform Commercial Code, § 30-3 (4th ed. 1995).
This Court declinesto adopt such guidelines. Rather, the determination of nomindity shal be made
based on the facts and circumstances of each case.
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Pltf. s Mot. Sum Judg. at 2.% Pursuant to the Subway agreenent, the
debt or had the option to purchase the equi pment after 60 nont hs for
$2,600. 97 or approxi mately twenty-percent (20% of that projected fair
mar ket val ue. Banterra argues that such an optionpriceis “clearly
nom nal.” The Court disagrees.

Section 1-201(37)(x) of the Illinois Uniform Comercial Code
provi des, inpertinent part, that additional considerationis nomnal if
“It islessthanthe |l essee’ s reasonably predictabl e cost of perform ng
under the | ease agreenent if the optionis not exercised.” 810 1LCS5/1-
201(37)(x). This codification of what has traditionally beenreferredto
as the “economcrealities” test focuses on whether the | essee has, in
i ght of all of the facts and circunstances, no sensi bl e al ternative but

to exerci se the purchase option. I nre Fogel song, 88 B. R. 194 ( Bankr.

C.D. IlIl. 1988). See also 1D Peter F. Coogan et. al, Secured

Transactions under U C C §30.02[4][c][iii] (1990). Under thistest, if

only a fool would fail to exercise the purchase option, the option price
i s generally consi dered nom nal and the transaction characterized as a
di sgui sed security agreenent. Fogel song at 196; 4 J. Wite & R
Summers, Uni f ormComerci al Code 8§ 30-3 at p. 13 (4th ed. 1995). Applying

this test to the facts here, it is evident that the option price
representing twenty-percent of the equipnment’s projected fair market
val ue i s not so “econom cally conpelling” that al essee woul d have no

reasonabl e alternative but to exercise the purchase option, and,

®At the hearing on summary judgment , when asked whether he disputed the vauation of the
equipment contained in Mr. Stern’s affidavit, Subway’ s counsd stated that he did not dispute the value
s0 much as the fact that the plaintiff’ s vauation focused only on the option price at the end of the lease
and not on the other option prices that were offered to the debtor/lessee throughout the course of the
lease. Initsbrief, Subway asserted that the projected fair market value of the equipment at the end of
the 60-month term was the stated option price of $2,600.97. Def.’s Mem. Opp. Pitf.’ s Mot. Sum.
Judg. a 7.
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t herefore, this opti on anount does not constitute nom nal consideration.’

See Western Enterprises, Inc. v. Arctic Ofice Machines, Inc., 667 P. 2d

1232 (Al aska 1983) (court held that | ower court findingthat purchase
option price in purported | ease of 20%of val ue of property was not
nom nal ).

Havi ng concl uded that the option priceinthis caseis not nom nal,
t he Court cannot, as a matter of | aw, categorize this contract as a
security agreenent under 8§ 1-201(37). However, this concl usi on does not
necessarily render sunmary j udgnment i nappropriate. Summary judgnent is
proper “if the pl eadi ngs, depositions, answers tointerrogatories, and
admssionsonfile, together withthe affidavits, if any, showthat there
IS no genuineissue as toany material fact and that the noving party is
entitled to judgnment as a matter of law.” Fed. R Civ. P. 56; Inre
St evens, No. 90-31144, Adv. No. 91-3061, slipop. at 2 (Bankr. S.D. Il1.
Nov. 11, 1992). Inthis case, thereis no dispute betweenthe parties as
tothemterial facts. Therefore, the Court can proceed to anal yze t he
agreenment inlight of thefollow ng factors to determ ne whet her the
econom cs of the transaction indicate a security agreenent rather than a
“true |l ease”: (1) whether thel essee has the optiontorenewthe |l ease
or to becone t he owner of the property; (2) whet her the amount of rent
exceeds the fair market val ue of the property; (3) whether the debtor is
responsi bl e for paynent of taxes, i nsurance and ot her costs incident to
owner shi p; and (4) whether the useful |ife of the property exceeds the

| ength of thetermof thelease. Inre Meeks, No. 95-40734, slipop. at

5 (Bankr. S.D. I'll. Dec. 15, 1995). See al so Marhoefer, 649 F. 2d 1139;

"Admittedly, the similarity between the amount of the security deposit and the amount of the find
buyout is suspect. However, because the |ease reserves to the lessee the option to have the deposit
returned, the Court is congtrained to find that $2,600.97 is the buyout amount rather than $100.
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In re Spears, 146 B.R. 772 (Bankr. S.D. IIIl. 1992)

Al t hough t he agreenent in this case does not grant the debtor a
renewal option, it does grant the debtor an opti on to becone t he owner of
t he equi pnent. Section 1-201(37) specifically provides that “[a]
transacti on does not create a security agreenent nerely because it
provides that . . . thelessee has anoptiontorenewthe |l ease or to
becone t he owner of the goods. . . .” 810 1LCS5/1-201(37)(c) (enphasis
added). Inevaluatingthe circunstances under whi ch t he exi stence of an
option mght create a security agreenent, the Seventh Grcuit has focused
on whet her the |l essee has theright toterm nate the agreenent prior to
exerci si ng the purchase option. In Marhoefer, the court held that the
i ncl usi on of a purchase opti on does not necessarily create a security
agreenent if thelesseealsohasaright totermnate the contract at any
time prior to the option arising. Mar hoefer, 674 F.2d at 1143.
Simlarly, inlnre Powers, 983 F.2d 88 (7th Cir. 1993), the court

concl uded that the agreenent in that case was a “true | ease” because
“even though the | essee [coul d] acquire the goods at the end of the
| ease’s term the |l essee [was] under no obligationto nmake t he paynents
that [would] allow himto exercise that option.” 1d. at 91. As
expl ai ned above, the I essee in this case did not have the right to
term nate t he agreenent at any tine. The only way she coul d unburden
hersel f fromthe | ease obligati ons was to purchase t he equi pnent. This
rigidity suggests that the agreenment inthis case was not al ease but,
rather, was one intended for security.

Second, the Court nust consider whether the anount of rental
paynments due under the | ease exceeds the fair market val ue of the

property. Courts have generally held that “[i]f the total rental
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paynents under the | ease equal or exceed the purchase price, then a

security agreenent is indicated.” 1D Coogan, Secured Transacti ons Under

UCC 8§830.02[4][c][v] at 30-66. Wiletheinportance of this test has
been reduced under the amendnents to 8 1-201(37), it is not wthout
rel evance. Under the current version of 8§ 1-201(37),

[a] transacti on does not create a security interest nerely
because it provides that:

(a) the present value of the consideration the

| esseeis obligated to pay the | essor for the right

t 0 possessi on and use of the goods i s substantially

equal to or greater than the fair market val ue of

the goods at thetinetheleaseis enteredinto.
810 I LCS 5/1-201(37)(a) (enphasi s added). Again, although the Court
cannot rely onthis factor exclusivelyinclassifyingacontract as a
security agreenent, it isstill aninportant considerationin evaluating
t he econom cs of the transaction. Here, the parties agree that the
ori gi nal val ue of the equi pment was $26, 009. 75. Pursuant to the terns of
t he agreenent, the debtor was obligatedto nmake nonthly rental paynents
of $702.27 to Subway for a period of sixty nonths. At the
concl usi on of the | ease, the debtor woul d have paid $42, 136. 20 for
t he equi pnent, an anount substantially nore than its fair market
val ue. Therefore, this, too, is indicative of a security
agreenment rather than a | ease.

An analysis of the third factor further indicates that the
agreenent is not a |ease but a security agreenent. Under the
agreenent, the |lessee bears all costs of insurance, taxes, and
mai nt enance for the equipnment as well as the risk of loss in the

event of damage to the property. The Court is aware that the

Seventh Circuit places mniml enphasis on this factor, having
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stated, in Marhoefer, that “[c]osts such as taxes, insurance and
repairs are necessarily borne by one party or the other. They
reflect less the true character of the transaction than the
strength of the parties’ respective bargaining positions.”
Mar hoefer at 1146 . However, the assignnment of costs and risk in
this case, when coupled with the fact that Subway disclainmed all
warranties that are generally found in a lease, is a relevant
consi deration tending to showthe agreenent is not a “true | ease.”

See Inre Merritt, 155 B.R 12, 13 (Bankr. D. lIdaho 1993) (|l essor’s

disclaimer of warranties is a relevant consideration in
determ ning the actual nature of the parties’ agreenent).

By contrast, the final factor that nust be anal yzed, whether
the useful life of the property exceeds the Iength of the term of

the | ease, supports a finding that the agreenent is a |lease. In

general, courts have held that where the useful Ilife of the
property exceeds the term of the |lease, the agreenment is, in
fact, a true |ease. Mar hoef er at 1145. Al t hough there was

conflicting evidence at the hearing on summary judgnent concerning
the projected fair market val ue of the equi pnent at the end of the
| ease period, this discrepancy is irrelevant. Banterra's evidence
indicates that after 60 nmonths, the equi pnment in question would
retain fifty-percent of its value ($13,000). G lbert Stern Aff.

Supp. to PItf.’s Mot. Sum Judg. at 2. Subway, on the other hand,
argued that the fair market value of the equipnment after 60
nont hs woul d be only $2,600. It is undisputed that the property
has subsequently been sold to a third party for $14,058.47. Thus,

regardl ess of the figure the Court uses, it is evident the useful
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life of the property in this case would exceed the term of the
| ease.

Al t hough the analysis under this final test favors a finding
of a |ease, consideration of all of the other factors |eads the
Court to conclude that the agreenent is not a |lease, but is, in
fact, a security agreenent. The problem with agreements such as
the one inthis caseis that the | essors/drafters attenpt to draft
t he docunent so that it is capable of functioning as either a
| ease or a security agreenent, depending on the situation. \While
it is true that the agreement here has several characteristics of
a | ease, other nore conpelling features require its interpretation
as a security agreenent, the nost significant being the absence of
aright totermnate the agreenment by the | essee. Therefore, for
the reasons stated herein, the Court finds that the subject
agreenent is a security agreenment rather than a true | ease.
Plaintiff Banterra Bank’s notion for summary judgnment is granted,
and defendant’ s cross-nmotion for summary judgnment i s, accordi ngly,

deni ed.

ENTERED: June 12, 1997

/sl KENNETH J. MEYERS
UNI TED STATES BANKRUPTCY JUDGE
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